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I. INTRODUCTION 
 
According to the Office of Financial Management (OFM), performance based service 
contracting has been a key topic of interest for state agencies in recent years.  OFM believes that 
as agencies work to contract for results instead of merely buying services, performance based 
contracting will become an important tool to assure that the State’s taxpayers are receiving the 
best value for the services purchased.  To assist OFM and state agencies understand the best 
practices and trends in performance based service contracting, OFM included research on 
performance based contracting as part of its scope of work for auditing personal and client 
service contracts.     
 
To identify best practices and trends, FCS Group conducted a literature search and contacted 
several agencies in other states and local jurisdictions that have implemented performance based 
contracting.  The literature search involved searching the internet and using library data bases 
from the University of Washington and the King County Library District.  Over 40 related 
articles and documents concerning performance based contracting were reviewed.  A 
bibliography is in Appendix A.  Based on the literature review, FCS Group also contacted 
agencies in New York City, in San Diego County, and in the states of Wisconsin, Arizona, 
Minnesota, and Illinois.     
 
As part of identifying the best practices and trends, the literature review and the survey of other 
states and jurisdictions focused on the following key issues: 
 

• What is performance based contracting? 
• What are the expectations of performance based contracting? 
• What is the contract management process for performance based contracts? 
• What implementation issues and barriers must be addressed to assure that performance 

based contracting is successful? 
 
The concept of performance based contracting (PBC) began in 1991 when the Office of Federal 
Procurement Policy in the Office of Management and Budget issued Policy Letter 91-2 on 
service contracting that emphasized the use of performance requirements and quality standards in 
defining contract requirements, source selection, and quality assurance. In 1997 the requirement 
was incorporated into the Federal Acquisition Regulations.  The federal government has been 
increasing the emphasis on performance based contracting, and by 2005, it is expected that 
agencies will apply performance based contracting to 50% of their eligible service contracts.   
 
In addition to the federal government’s change in procurement policies, other legislation and 
guidelines were adopted that focused on performance.  Congress passed the Government 
Performance and Results Act of 1993, and the Governmental Accounting Standards Board 
initiated a service efforts and accomplishments reporting effort in 1994.  Like the federal 
government, states have also been increasing their emphasis on performance based contracting.  
Many states and other jurisdictions began their efforts, primarily in human services, in the mid to 
late 1990’s, and some states have even mandated such contracting.  Examples of state actions to 
implement performance based contracting include the following: 
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• The Florida legislature passed legislation in 1994 requiring implementation of 
performance based contracting for all state funded programs.  The Department of 
Children and Families was under a mandate to contract out all department services by the 
end of 2004 and its strategy for accomplishing this mandate was to adopt the use of 
performance based contracting, 

 
• The Maine legislature passed legislation in 1994 requiring that after July 1, 1997 human 

service contracts awarded by the Maine Department of Human Services had to be 
performance based, 

 
• The Kansas Department of Social and Rehabilitation Services initiated performance 

based contracting in 1997, 
 

• In New Mexico’s General Appropriation Act of 2000 for the Department of Health, 
appropriations were contingent on the department including performance measures in its 
contracts, 

 
• The Oklahoma Department of Rehabilitation Services began its performance contracting 

system in 1992, and 
 

• The Illinois Department of Children and Family Services began performance contracting 
in 1997 to improve its performance in finding permanent homes for children in foster 
care. 

 
Other states where performance based contracting has been initiated and discussed in the 
literature include the following: 
 

• Minnesota Department of Human Services Refugee Services Section, 
• Pennsylvania Department of Welfare, 
• Arizona Department of Economic Security, 
• North Carolina Division of Social Services, 
• Wisconsin Department of Public Health, 
• Massachusetts Department of Social Services, and 
• Oregon Housing and Community Services Department 

 
The Washington State Lottery is also mentioned in the literature.  In the article, “Making 
Performance-Based Contracting Perform: What the Federal Government Can Learn From State 
and Local Governments”, the Washington State Lottery was used as an example of performance 
based contracting for revenue enhancement.    The Lottery tied its advertising company’s fee to 
lottery sales.  The fee paid could range between 90 and 115 percent of a base fee depending if 
lottery sales were lower or higher than a specified benchmark amount.   
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II.  WHAT IS PERFORMANCE BASED CONTRACTING? 
 
Performance based contracting has several characteristics that distinguish it from the more 
traditional types of governmental contracting.  Performance based contracting typically 
incorporates some or all of the following: 
 

• Emphasizes results related to output, quality, and outcomes rather than how the work is 
performed, 

• Has an outcome orientation and clearly defined objectives and timeframes, 
• Uses measurable performance standards and quality assurance plans, and  
• Provides performance incentives and ties payment to outcomes. 

 
According to the literature, the federal government has very specific performance based 
contracting guidelines that include all of the above characteristics as delineated by the Office of 
Federal Procurement Policy and the Federal Acquisition Regulations.   Not all of these specific 
characteristics are included by state and local agencies implementing performance based 
contracting, but all agencies do include an emphasis on contractor performance that is related to 
desired agency outputs and outcomes for the services provided.  Among the states there can also 
be different methods of implementing performance based contracting.   An article analyzing 
performance contracting in six states found that performance based contracting varied in six 
states based on the following: 
 

• The amount and timing of payments,  
• The extent to which incentives or disincentives were offered, 
• The frequency of contractor reports on performance, and 
• The extent that contractors were involved in developing the performance indicators. 

 
Performance based contracting is being used for a variety of types of services that are provided 
to or used by public agencies at the federal, state, and local levels.  Examples of the types of 
services that are being procured through performance based contracting include the following: 
 

• Information technology and systems 
• Janitorial services 
• Building maintenance 
• Landscaping and maintenance services 
• Health services, 
• Employment services 
• Child welfare services 
• Corrections services 
• Design and construction services 
• Educational services 
• Firearms support services 
• Food management 
• Refuse collection and recycling 
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III.  EXPECTATIONS OF PERFORMANCE BASED CONTRACTING 
 
Because the intent is to pay contractors based on outcomes and performance rather than the 
processes or methods used to deliver goods and services, the literature has identified many 
positive expectations and benefits often associated with performance based contracting.  The 
following is a list of such expectations and benefits that may occur as identified in the literature. 
 
Performance and Cost Expectations and Benefits 

• Encourages and promotes contractors to be innovative and find cost effective ways of 
delivering services, 

• Results in better prices and performance, 
• Maximizes competition and innovation, 
• Lowers ongoing expenses, 
• Achieves cost savings, 
• Expects contractors to control costs, 
• Creates better competition,  
• Creates better value and enhanced performance,  
• Gives the contractor more flexibility in general to achieve the desired results, 
• Shifts risk to contractors so they are responsible for achieving the objectives, 
• Provides incentives to improve contractor performance and ties contractor compensation 

to achievement, 
• Provides financial incentives for efficient use of resources, 
• Increases the likelihood of meeting mission needs, 
• Shows results more quickly, 
• Promises better outcomes, and 
• Rewards good performance. 

 
Partnership Expectations and Benefits 

• Encourages contractors and governments to work together to provide the best services to 
clients, and 

• Allows contractors to have buy in and shared interests. 
 
Agency Expectations and Benefits 

• Promotes the achievement of departmental outcomes, 
• Identifies priority areas and invest resources to maximize client outcomes,  
• Sets groundwork to evaluate programs and services, and 
• Documents results for the federal Government Performance and Reporting Act.  (States 

can benefit from a review of federal results.) 
 
Contract Administration Expectations and Benefits 

• Requires less day-to-day monitoring, 
• Results in more economical procurement and contract administration, 
• Minimizes reporting requirements, and 
• Requires less frequent but more meaningful monitoring.  
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In terms of performance, studies evaluating performance based contracting discuss how several 
agencies have experienced improved performance.  Examples include the following: 
 

• The Oklahoma Community Rehabilitation Services Unit found that contractors’ costs per 
placement declined 51 % between 1992 and 1997, that the average number of months 
that clients spent on waiting lists decreased by 53%, that the average number of weeks 
spent in assessment declined 18%, and that the number of persons who never got a job 
decreased by 25%. 

 
• The North Carolina Division of Social Services increased the number of adoptions from 

261 adoptions in FY 1993-1994 to 364 FY 1995-1996 and to 631 in FY 1997-1998. 
 

• The Illinois Department of Children and Family Services increased the number of 
placements in its Relative Home Care caseload from 2,411 to 5,570 in its first year, and 
in the second year the placements reached 9,503.  As a result the Relative Home Care 
caseload declined by 41%.   

 
• Minnesota’s Department of Human Services increased job placements from 591 in 1995 

to 1,423 in 1999. 
 
IV.  THE CONTRACT MANAGEMENT PROCESS 
 
Most of the literature on the contract management process relates to the federal guidelines 
established by the Office of Federal Procurement Policy.  The Office issued a 1998 Guide to 
Best Practices for Performance Based Service Contracting, and in 2004 the Office replaced the 
1998 guide with the Seven Steps to Performance Based Service Acquisition.   
 
Despite differences in the federal and state perspectives, the Seven Steps to Performance Based 
Service Acquisition does provide an overview of the contracting process.  The guide also 
explains a number of elements that accompany each step.  The seven steps and their elements are 
the following: 
 

1. Establish an integrated solutions team 
- Ensure senior management involvement and support, 
- Tap multi-disciplinary expertise, 
- Define roles and responsibilities, 
- Develop rules of conduct, 
- Empower team members, 
- Identify stakeholders and nurture consensus, develop and maintain the knowledge 

base over the project life, and establish a link between program mission and team 
members’ performance. 

 
2. Describe the problem that needs to be solved 

- Link acquisition to mission and performance objectives, 
- Define desired results at a high level, 
- Decide what constitutes success, and 
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- Determine the current level of performance. 
 

3. Examine the private sector and public sector solutions 
- Take a team approach to market research, 
- Spend time learning from public sector counterparts, 
- Talk to private sector companies before structuring the acquisition, 
- Consider one-on-one meetings with industry, 
- Look at existing contracts, and 
- Document market research. 

 
4. Develop a performance work statement or statement of objectives, 

For a performance work statement 
- Conduct an analysis of work to be performed, 
- Apply the “so what?” test, 
- Capture the results of the analysis in a matrix, 
- Write the performance work statement, and  
- Let the contractor solve the problem, including the labor mix. 

 
For a statement of objectives 
- Begin with the acquisition’s “elevator message” (a statement of how the contract 

relates to the agency’s program or mission need and what problem needs solving), 
- Describe the scope, 
- Write the performance objectives into the statement, 
- Make sure the government and contractors share objectives, 
- Identify the constraints, 
- Develop the background, and  
- Make the final checks and maintain perspective. 

 
5. Decide how to measure and manage performance,  

- Review the success determinants (i.e. Where do you want to go and how will you 
know when you get there), 

- Rely on commercial quality standards, if applicable, 
- Have the contractor propose the metrics and the quality assurance plan, 
- Select only a few meaningful measures on which to judge success, 
- Include contractual language for negotiated changes to the metrics and measures, 
- Apply the contract type order of precedence carefully, 
- Use incentive type contracts, 
- Consider “award term” (i.e. ties the length of contract to the performance), 
- Consider other incentive tools, 
- Recognize the power of profit as motivator, and 
- Most importantly, consider the relationship. 

 
6. Select the right contractor 

- Compete the solution,  
- Use downselection and “due diligence”, 
- Use oral presentation and other opportunities to communicate, 
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- Emphasize past performance in evaluation, 
- Use best value evaluation and source selections, and 
- Assess solutions for issues of conflict of interest. 

 
7. Manage performance 

- Keep the team together, 
- Adjust roles and responsibilities, 
- Assign accountability for managing contract performance,  
- Add the contractor to the team at a formal kick-off meeting, 
- Regularly review performance in a contract performance improvement working 

group,  
- Ask the right questions, and 
- Report on the contractor’s past performance. 

 
Besides the above guidelines, the Federal Acquisition Regulations also define the elements of 
performance based contracting.  Federal Acquisition Regulation 37.6 – Performance Based 
Contracting defines the elements as the following: 
 

• Statement of work – Defines requirements in clear, concise language identifying specific 
work to be accomplished, tailored to consider the period of performance, deliverable 
items, and desired degree of performance flexibility.  Describes the work in terms of what 
is to be required output rather than how the work is to be completed or the number of 
hours to be provided, enable assessment of work performance against measurable 
performance standards, rely on the use of measurable performance and financial 
incentives in a competitive environment to encourage competitors to develop and 
institute innovative and cost effective methods of performing the work, and avoid 
combining requirements into a single acquisition that is too broad for the agency or 
prospective contractor to manage effectively. 

 
• Quality assurance plan - Recognizes the responsibility of the contractor to carry out its 

quality control obligations and contains measurable inspection and acceptance criteria 
corresponding to performance standards.  Focuses on the level of performance required 
rather than the methodology used to achieve the level of performance. 

 
• Selection procedures - Uses competitive negotiations when appropriate to ensure 

selection of services that offer the best value. 
 

• Contract type - Uses the contract type to motivate contractors to perform at optimal 
levels.  To the maximum extent practicable, performance incentives shall be incorporated 
into the contract to encourage efficiency and to maximize performance.  Incentives 
should correspond to specific performance standards.  Fixed price contracts are generally 
appropriate for services that can be defined objectively and for which the risk of 
performance is manageable.   

 
• Follow-on and repetitive requirements - Relies on experience gained from prior contract 

to incorporate performance based contracting methods. 
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Although states have initiated efforts regarding performance based contracting, there does not 
seem to be a standardized format or guide such as the ones that exist for federal agencies.  The 
literature primarily focuses on what states have done, whether performance has improved, what 
problems they encountered, and what are key elements for successfully implementing 
performance based contracting. One article, “Making Performance-Based Contracting Perform: 
What the Federal Government Can Learn From State and Local Governments”, discusses the 
differences between the federal and state efforts as of 2002 before the Seven Steps to 
Performance Based Service Acquisition guidelines were developed.   
 
The article identified four problems with the federal perspective: 
 

• Definitional confusion where various departments and regulations cause different 
interpretations of how performance based contracting is defined, 

• Failure to link performance based contracting more closely with Government 
Performance and Results Act,  

• A one size fits all approach (e.g. the Office of Federal Procurement Policy has 
determined the only approach), and  

• A preference for design considerations (e.g. how to) over performance considerations. 
 
Based on the article’s research on the experiences of state and local governments, the following 
lesson’s learned were identified in the article. 
 

• Performance based contracting at the state and local levels differs considerably from what 
is generally recognized as PBC under federal guidelines, 

 
• Performance based contracting at the state and local levels defines “performance” as 

consisting of outputs, quality, outcomes, or any combinations, 
 

• Performance based contracting at the state and local levels involves varying degrees of 
being performance based, 

 
• Performance based contracting at the state and local levels challenges the notion that 

there is one best way to do performance based contracting, 
 

• Performance based contracting at the state and local levels includes share-in-savings 
contracting, revenue enhancement contracting, and milestone contracting, 

 
• Performance based contracting at the state and local levels makes frequent use of 

incentives and penalties regardless of mission criticality or the dollar value of the 
contract, 

 
• The manipulation of workload can change the behavior of contractors to focus more on 

performance, exclusive of other performance based contracting considerations, 
 

• The adoption of “floating” incentives and penalties is a useful approach when a 
performance based contract contains numerous important performance requirements, 
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• Third party certification is a low cost and highly reliable approach to quality assurance 

and monitoring, 
 

• The step-up/step-down method is a useful approach to structuring incentives and 
penalties, and 

 
• Contracting for non-specific performance is a creative approach to structuring 

performance based contracts that may be useful in at least some situations. 
 
Where the federal guidelines identify specific steps in the performance based contracting 
process, the literature regarding the state and local contract management processes and efforts 
identifies more specific actions or issues that can be taken to improve performance based 
contracting efforts within an agency.  Some of these actions are also addressed specifically by 
the federal guidelines in its seven steps. 
 
The private sector has also contributed to the discussion on performance based contracting.  In a 
white paper, “Facilitating the adoption of Performance Based Service Contracting in government 
agencies/organizations”, Hewlett Packard Development Company LP discussed its concepts on 
what were the typical elements of a performance based contract.  The previous article mentioned 
the definitional confusion within the federal agencies, and this private sector paper also adds 
different definitions and terms used in the private sector regarding performance based 
contracting.  The paper identified the following contracting elements.   
 

• Terms and conditions, 
• Detailed statement of work, including service level boundaries, 
• Service level objectives, with measurable and contractual performance metrics, 
• Incident management and resolution, 
• Program management office/customer management office, including comprehensive 

governance structure, 
• Service provider and agency roles and responsibilities, 
• Change management process, 
• Transition/transformation management,  
• Service fee schedule, and 
•  Performance based incentives and penalties. 

 
Based on the company’s experience working with private and public clients, it discussed the 
following three elements that are especially critical to success in performance based contracting. 
 

• Service level objectives establish performance based contractual and measurable metrics 
in areas that impact agency objectives and customers the most. 

 
• Service level management helps ensure the reality of effective service delivery, and 
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•  Governance is a formal management framework and structure that enables the service 
providers and agencies to mutually manage the relationship, as well as its expectations, 
contractual dependencies, and services. 

 
The following section addresses the problems and barriers that agencies have encountered in 
implementing performance based contracting as well as the opportunities to improve the process 
and results.   
 
V.  IMPLEMENTATION ISSUES 
 
Many articles and other documents concerning implementation of performance based contracting 
identified a variety of issues and problems that occurred when agencies started to use 
performance based contracting.  The issues and problems identified in the various articles and 
documents can be divided into three types: those affecting contractors and agencies, those 
affecting only contractors, and those affecting only contracting agencies. 
 
For both contractors and agencies, the following were identified as issues and problems: 
 

• The newness and difficulty of measuring outcomes,  
• The fear of change and lack of understanding of performance based contracting,  
• The perception that performance measures are difficult to understand and complicated to 

implement,  
• Data can not be gathered and interpreted without good management information systems, 

and  
• The shift of changing emphasis from processes to outputs. 

 
For the contractors, the following were identified as issues and problems: 
 

• Contractors lack knowledge of performance based contracting, 
• Performance requirements may be contingent on factors outside of the contractor’s 

control, 
• Contractors may have limited financial resources and capacity to assume risk, 
• Contractors fear a cash flow crisis and financial uncertainty, 
• Contractors fear letting go of a system they know, 
• Contractors need to be given the opportunity to provide input in developing performance 

measures, 
• Contractors may have underdeveloped client and financial information management 

systems, 
• Contractors need assurance that it is a collaborative process, 
• Success depends on buy in from contractors,  
• The anticipated risk or effort for contractors exceeds their return, and 
• Multiple and even conflicting requirements may exist if a contractor has multiple 

contracts. 
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For contracting agencies, the following were identified as issues and problems: 
 

• Performance measures must be balanced with state and federal mandate requirements that 
are still compliance based, 

• Internal barriers are more focused on hard dollars and control, cycle time, and staff time 
required on front end, no authority to use RFPs, and difficulty in quantifying outcomes,  

• External barriers include few or no potential providers of the services or goods and the 
ability of the particular industry to respond effectively is limited, 

• A number of internal department problems and opposition had to be overcome and 
leadership had to be willing to take on state and federal bureaucracies, 

• There is inadequate staff training,  
• There can be incentives for contractors to service the easiest clients, 
• There is a real impact on staff time and dollars, 
• What enforcement is done for poor performance, and 
• Agencies fear that performance based contracting takes more time than traditional 

contracting. 
 
Based on the above issues and problems identified in the various articles and documents, there 
are a number of critical success factors that seem to determine how successful performance 
based contracting is implemented.  These critical success factors appear to be the following: 
 

• Partnership and teamwork – A number of different individuals and organizations are 
involved in performance based contracting, and such contracting means a change in the 
business relationships that contractors and state agencies have had for many years.  
There are the contractors, the agency program staff, the procurement and contracts 
staff, and agency management.   Collaborative relationships need to be formed between 
the agency staff and the contractors as well as among the agency staff, the procurement 
and contracts staff, and management.  Trust, open communication, and strong 
leadership are mentioned in several articles and documents. 

 
• Staff and contractor training – Staff and contractor training were often mentioned as 

critical to successful implementation.  The types of training include establishing 
performance measures and preparing various contract provisions, such as the statement 
of work or objectives, the contract payment process, incentives and penalties, and a 
monitoring or quality assurance plan. 

 
• Planning – Conducting sufficient planning before implementing performance based 

contracting is also an important element.  Planning efforts involve establishing who 
should be involved, identifying performance measures and desired outcomes in tandem 
with contractors and vendors, determining the current performance level, identifying 
potential risks, evaluating what services and programs will benefit the most from 
performance based contracting, and developing an implementation plan.  A key 
indicator of agency planning is whether the agency already has a strategic plan and has 
established performance measures for its various programs. 
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• Internal management systems – Keys to measuring and monitoring performance are the 
internal management support systems for both the agency and the contractors.  
Management information systems that can provide data to support performance and 
outcome measures as well as a monitoring plan are critical. 

 
The above implementation issues and critical success factors need to be considered by 
Washington State agencies if performance based contracting is to be successfully implemented.   
 
VI.  STATE SURVEY 
 
As part of the research on performance based contracting, a number of state and local agencies 
were contacted about performance based contracting.  The selected agencies were based on the 
literature review, and agencies were selected to obtain a mix of services as well as type of 
government.  The selected agencies included the Illinois Department of Children and Family 
Services, the Arizona Department of Economic Security, the Wisconsin Division of Public 
Health, Minnesota Department of Human Services, San Diego County’s Department of Health 
and Human Services, and New York City.  A number of questions were sent to each agency and 
jurisdiction, and the following summarizes the responses in Appendix B.  
 

• Three of the four states changed to performance based contracting to achieve better 
results. 

 
• Implementation of performance based contracting ranges from statewide, agency wide, 

to only within specific agency divisions or programs. 
 

• Impacts in each state agency vary, but include increased accountability for service 
delivery and deliverables, the partnership between the contractor community and the 
state agency, dramatic reductions in the number of children in substitute care and 
shorter lengths of stay, and identification of specific products versus activities that 
don’t show results.   

 
• State agencies have defined performance as deliverables, outputs, outcomes, and 

effectiveness and efficiency. 
 

• Critical processes that made for successful implementation included holding partnering 
meetings with the contractor community to identify performance measures, having 
regularly scheduled meetings with all contractors once the contracts were awarded, 
identifying and discussing risks, making agreements to reinvest some savings back into 
the system, having a formal contract review and approval process located in one 
division, providing staff training, and maintaining open communication. 

 
• Specific types of problems that the state agencies encountered included defining and 

identifying performance measures, providing adequate staff training, changing from 
budget based contracts to rate based contracts with deliverables or outcomes as the 
trigger for payment, dealing with cash flow issues when payments are based on 
deliverables or outcomes, dealing with contractors to resolve problems, having 
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agencies do what they should be doing because there were certain elements in the 
process that contractors do not control, having data for performance monitoring, and 
getting staff to switch their thinking from activities to outcomes. 

 
• According to the state agencies, both staff and contractors generally accepted the 

change to performance based contracting, but initially there was difficulty accepting the 
change.  In one state agency, staff are still resistant sometimes. 

 
• If a contractor does not meet the performance criteria, state agencies have different 

ways of handling the problem.  One state agency sends a non-compliance letter but 
there is no payment penalty.  In contrast, another state agency actually takes funds 
back.  For the other two state agencies, non-performance can affect the contract size for 
the next year, the number of referrals for intake, the payment levels, and continuation 
of the contract. 

 
• To maintain and improve their performance based contracting efforts, the four state 

agencies are emphasizing different areas.  Arizona’s Department of Economic Security 
is continuing meetings with the contractor community and holding regular meetings to 
discuss service delivery and achievement of outcome goals.  In Illinois, the Department 
of Children and Family Services is shifting the focus to address practice and service 
delivery issues in areas that need improvement as identified in a review by the agency.  
In Minnesota’s Department of Human Services, training is still given to staff to stress 
the importance of including measurable outcomes in both the solicitation and the 
contract documents and to provide training on contract management.  In Wisconsin’s 
Division of Public Health, the agency is identifying different ways to deal with 
performance because funding reductions are so controversial. 

 
The local agencies also had similar responses, and some of their key responses were the 
following: 
 

• San Diego’s Department of Health and Human Services has moved 20% of its cost 
reimbursement contracts to performance based contracts.   

 
• New York City has seen an increase in quantity as well as in the quality of contractor 

output. 
 

• Although performance based contracting is encouraged and is preferred, it is used 
where appropriate, and agencies have the discretion on whether to use it or not. 

 
• Key issues for San Diego’s implementation were staff and contractor training, and a 

willingness to accept a new contracting method, while for New York City, a key issue 
was whether the contractors had the internal capacity for accounting, client tracking, 
and other management systems. 

 
• In San Diego, performance based contracting has received mixed reactions, but overall 

they have been positive.  In New York City, it has been a learning process for both City 
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agencies and the contractor community, particularly human service providers who had 
historically been paid based on line item budget reimbursement. 

 
• When contractors do not meet performance criteria, both jurisdictions may require 

contractors to submit improvement or corrective action plans or may terminate the 
contract. 

 
Based on the responses from the four states and the two local jurisdictions, performance based 
contracting has generally been a positive experience with some mixed reactions.  The key issues 
and critical success factors are consistent with those in the literature as discussed previously.  
While they have all implemented performance based contracting, the extent of the 
implementation and the challenges they face varies for each jurisdiction.     
 
VII. RECOMMENDATIONS FOR WASHINGTON STATE 
 
Based on the results in other states and jurisdictions, Washington State agencies should consider 
using more performance based contracting, where appropriate.  There are, however, a number of 
past contracting issues that could affect the State’s success in implementing performance based 
contracting.  The Task Force on Agency Vendor Contracting Practices identified several findings 
in its 1999 Report on Social Service Contracting Practices, and many of these findings are 
related to implementation issues regarding performance based contracting.  The following 
findings in the Task Force’s review of social service contracting practices seem relevant to the 
State’s ability to address the implementation issues: 
 

• There is a need to improve selection methods in award of social service contracts. There 
sometimes is a lack of adequate analysis of contractor past performance and other 
relevant factors to ensure award of contracts to capable, responsible contractors. 

 
• Social service contracts often lack adequate accountability expectations in their 

statements of work including effective measures of accountability, quality and 
performance. 

 
• State agencies are often not aware of all funding sources used by the contractor to deliver 

social services. This prevents a clear understanding of who is paying for what and leads 
to financial compliance problems. 

 
• State agencies generally are not provided adequate resources for effective contract 

management and monitoring. More priority needs to be given to the development of 
adequate systems and resources. Contract management and monitoring of social service 
contracts should be based on risk assessment criteria. 

 
• Monitoring efforts are generally not adequately coordinated within and among agencies, 

thereby depriving staff of opportunities to detect duplication of services and to implement 
monitoring efficiencies. 
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• The state does not have guidelines for social service contract administration. This results 
in inconsistent contract management and monitoring and confusion for contractors. 

 
• The state lacks adequate training and other resource materials for staff on how to 

effectively administer and monitor social service contracts. 
 

• Initial communication of contract requirements and expectations to nonprofit contractors 
is not always adequate to prevent misunderstandings and ensure that requirements are 
fully met. 

 
• The state does not always approach its contracting relationship with its contractors as a 

coordinated effort to provide quality services to its clients. Communication between the 
state agencies and contractors needs to be further developed. 

 
A number of these 1999 findings are directly related to the critical success factors identified in 
the literature, and the Office of Financial Management should determine the current status of 
these issues before working with agencies to begin implementing more performance based 
contracts.  In addition, the current Office of Financial Management guides on client and personal 
service contracting include only brief sections on performance measures and outcomes and 
performance based contracts.  More information in the guidelines and training is needed.  Should 
funding and resources become available, OFM could take the following types of actions to 
strengthen performance based contracting in Washington state. 
 

• Identify which agencies are currently using performance based contracts and determine 
what success they have had, 

 
• Develop top management level support among state agencies for implementing more 

performance based contracting, 
 

• Identify the most appropriate services to begin the process of implementing performance 
based contracting on a more widespread basis and develop an implementation plan with 
the participating agencies.  OFM should develop criteria consistent with the critical 
success factors to determine which agencies are better prepared to implement 
performance based contracting. 

 
• Provide OFM technical support through staff and revisions to the OFM client service and 

personal service guides to help provide more information and guidance on performance 
based contracting, and 

 
• Develop a monitoring plan to evaluate the impact that performance based contracting has 

on participating agency services and outcomes. 
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Question Arizona Illinois Minnesota Wisconsin 
When did the department 
start to use PBC? 

1995 1997 1997 2000 

Why did the agency change 
to PBC? 

The transitioning to this 
method started as a pilot 
program to change from 

purchasing staff to 
purchasing a product or 
deliverable.  ADES was 

reimbursing contractors for 
actual cost incurred in the 

delivery of services, 
however, there was no 
measurable results or 

outcomes at the end of the 
contract term. 

 
An example is ADES would 
reimburse contractors for 
staff to recruit, license and 
supervise foster homes. One 
of the objectives of the 
service was to increase the 
number of licensed foster 
homes each year.  The 
contractor would receive 
payment for their actual cost 
(Personnel, ERE, Space, etc) 
but may never recruit or 
license a new foster home 
during the contract period. 
Since payment was tied to 
actual cost, there was no 
incentive for the contractor to 
recruit and license more 
foster homes. 

The agency changed to a 
performance based 
contracting to reduce the 
backlog of the number of 
children in foster care.  We 
had 52,000 kids in care then.  
We now have fewer than 
18,000.  Before this agencies 
where based on the number of 
days in care with no incentive 
to move kids out of care. 

No Response We implemented this change 
in an effort to move towards 
outcome-based products 
versus activities and 
increased accountability.  
Prior to that, we required only 
work plans full of activities 
with no specific products or 
deliverables. 
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Question Arizona Illinois Minnesota Wisconsin 
Is performance based 
contracting a statewide effort 
or just an agency effort? 

I can only respond for DES.  
Throughout the Department, 
more administrations are 
transitioning to performance 
base contracting 

It is a statewide DCFS effort. Statewide Agency wide only 

Does the agency have 
agency-wide performance 
measures that are 
incorporated in the contracts? 

No Response Yes No, we have scores of 
programs, each with 

differing requirements, so 
we can’t have universal 
performance measures. 

 

We contract for measurable 
objectives with specific 
deliverables that are tied to 
local health plans, our state 
health plan, and federal 
Healthy People 2010.  We 
also have minimum criteria 
(infrastructure) that must be 
in place in order for an 
agency to accept funds. 

What has been the impact of 
performance based 
contracting? 

Increase in accountability of 
service delivery and 
deliverables. Also there has 
developed a partnership 
between the contract 
community and the State’s 
social service agency. 

The impact of performance 
based contracting has been 
dramatic reductions in the 
number of children in 
substitute care and shorter 
lengths of stay. 

We have not conducted an 
agency-wide evaluation of 
performance-based 
contracting versus non-
performance based 
contracting, so there is no 
hard data on which to base an 
answer to this question.   
However, for each 
performance-based contract, 
there are quantifiable 
objectives that have been met. 

A very mixed bag of results.  
Some view it as positive, 
others negative.  We now 
have specific products that 
we are able to identify versus 
activities that don’t show 
results.  Some of the concepts 
were controversial – like 
recoupment for non-
performance. 

How is performance defined?  
Is it output, effectiveness, or 
efficiency measures? 

Depending on the service, it 
may be a deliverable/output 
or a milestone in a case. 

Performance was just based 
on permanency outputs.  It is 
now based on output, 
effectiveness, and efficiency. 

Could be any or all of the 
them. 

Output and outcomes. 
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Question Arizona Illinois Minnesota Wisconsin 
Are performance based 
contracts used for all 
contracts, certain types of 
services, or at the discretion 
of the contracting agency? 

The Department is expanding 
the use of performance base 
contracts throughout the 
various divisions within DES.  
The Division of Children, 
Youth and Families has the 
developed services based on 
deliverables and payments 
tied to achievements within a 
case.  Other Divisions have 
incorporated this technique in 
their contracts, such as the 
Rehabilitation Service 
Administration changing their 
major employment service 
program to performance base 
using milestones within the 
case as the performance 
measure 
The Department is expanding 
the use of performance base 
contracts throughout the 
various divisions within DES.  
The Division of Children, 
Youth and Families has the 
developed services based on 
deliverables and payments 
tied to achievements within a 
case.  Other Divisions have 
incorporated this technique in 
their contracts, such as the 
Rehabilitation Service 
Administration changing their 
major employment service 
program to performance base 
using milestones within the 
case as the performance 
measure 

Performance based contracts 
are currently only being used 
in Foster care. 

Applies to all contracts. Only for certain public health 
programs – those that are 
statewide in nature, meaning 
have funding for every local 
health department plus a few 
select others. 
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Question Arizona Illinois Minnesota Wisconsin 
What were the critical 
processes or issues that made 
for successful implementation 
of your performance based 
contracting? 

In order for a successful 
transition, DES found it was 
critical to hold partnering 
meetings with the vendor 
community.  The vendor 
community involvement from 
the initial concept to the 
identification of the 
performance measures is 
critical for the 
implementation to work.   
 
After contracts were awarded, 
regularly scheduled meetings 
with all contractors for the 
service were essential in 
order for the transition to 
work.  At these meeting 
issues such as cash flow, 
reasonableness of the 
negotiated rate, DES staff 
expectations versus 
prescriptive contracts and 
conflict resolution issues 
were discussed. 
 
The most important lessons 
learned were: 

• involve the vendor 
community in the 
process, 

•  identify and discuss 
risks; and 

• change is necessary 
for both parties. 

 
 

Strong public/private agency 
collaboration and agreements 
to reinvest some savings back 
into the system. 

Formal contract review and 
approval process located in 
one division; staff training. 

The most critical elements 
were input from contractors, 
intensive training efforts and 
open communication. 
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Question Arizona Illinois Minnesota Wisconsin 
What were the primary 
problems in implementing 
performance based 
contracting?  Staff training, 
identification of performance 
measures, vendor resistance, 
etc.  What did you do to 
resolve the problems? 

• Change over from budget 
based contracts to rate base 
with deliverables or 
outcomes as the trigger to 
payments  

• Cash flow issues for the 
vendors – Payments are 
based on a deliverable –
outcome which may delay 
the cash flow initially. Base 
payments on milestones 
versus final result 

There needed to be a vehicle 
for vendors to be able to 
resolve issues that arose. A 
committee was formed by the 
state where that meets year 
round to resolve these issues. 
3 major things needed to 
happen for us, there needed to 
be vendor by in which was 
facilitated by the committee. 
Setting the stage – state 
agencies needed to do what 
they should be doing because 
there are certain elements of 
the process that the vendors 
have no control over. Data – 
Needs to be a data driven 
process, without proper data 
performance monitoring will 
not occur. 

Defining and identifying 
performance measures; staff 
training.  Began legal review 
and approval process for all 
contracts; provided staff 
training. 
 

Getting people to switch their 
mind frame from activities to 
outcomes was the most 
challenging aspect for us.  
Also, training on how to write 
measurable objectives. 

How well was the change 
accepted by the vendors and 
agency staff? 

Initially vendors had a 
difficult time with the change.  
Now they understand they 
have more flexibility in the 
service delivery and how they 
can use the money received 
from the rate (budget limited 
where money could be spent) 

Because vendors where 
giving a chance to have input 
in the implementation it was 
widely accepted. 

Vendors are fine; agency staff 
are still sometimes resistant. 

A lot of uncertainty at first – 
but widely accepted now. 

What happens if a contractor 
does not meet the 
performance criteria in the 
contract? 

Other than a contract non-
compliance letter for service 
delivery, that is all.  There is 
no penalty payment in the 
contracts 

The agency is put on intake 
hold.  This results in the 
agency losing contract size in 
the next fiscal year. 

Contractors who do not 
perform satisfactorily receive 
reduced payments, and/or are 
subject to termination. 

Funds are recouped (taken 
back). 
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Question Arizona Illinois Minnesota Wisconsin 
Is the performance criteria 
also part of the selection 
criteria? 

Contractors past performance 
may be used as part of the 
evaluation criteria in 
evaluating proposals.   

No Response All solicitation documents 
contain a description of 
services to be performed 
and/or deliverables to be 
provided; these same 
services/deliverables are used 
to determine whether the 
contractor's performance was 
adequate. 

No 

What areas still need 
improvement and what 
actions are you taking to 
maintain and improve 
performance based 
contracting? 

• Continual meetings with the 
vendor community through 
Request for Information 
meetings for new or revised 
services 

• Regular meetings with 
contractors to discuss 
service delivery and 
achievement of outcome 
goals 

We are shifting the focus to 
address practice and service 
delivery issues.  The areas we 
are trying to improve are 
those needing improvement 
identified in our Child and 
Family Services Review. 

We continue to train staff on 
the importance of including 
measurable outcomes in both 
the solicitation document and 
the contract itself.  We 
continue to train staff on 
contract management, and 
keeping contractors at arms-
length 

Looking at different ways to 
deal with performance since 
recoupement is so 
controversial. 
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Question San Diego County New York City 
When did the department 
start to use PBC? 

1998 Late 1990s 

Why did the agency change 
to PBC? 

No Response Although contractor performance was 
evaluated based on performance standards set 
forth in the contract, payment was not directly 
linked to such performance. (i.e., there were 
no financial disincentive or incentives). 

Is performance based 
contracting a statewide effort 
or just an agency effort? 

No Response PBC is encouraged where appropriate.  There 
are some  typed contracts  for which a fully 
PBC  is not appropriate, such as senior 
centers.  In those cases, the payment structure 
is a based on a combination of line-item 
reimbursement for PS and OTPS expenses; 
however, the contractor is paid only for the 
units of service of a particular item actually 
provided (e.g., meal).   

Does the agency have 
agency-wide performance 
measures that are 
incorporated in the contracts? 

Performance measures that support the 
overall Agency-wide measures are 
developed uniquely for each 
program/contract effort as appropriate 

All contracts require that the contractor 
comply with applicable performance 
standards.   

What has been the impact of 
performance based 
contracting? 

We have moved about 20 percent of 
contracts from Cost Reimbursement to 
Performance Based, this represents about 
60, valued at several millions of dollars. 

PBC has increased quantity and quality of 
output from contractors. It is also good for 
agencies not only for revenue/productivity; it 
helps give new light to the basis on which 
contractor performance should be 
appropriately measured, even  when such 
performance is not related to money. 

How is performance defined?  
Is it output, effectiveness, or 
efficiency measures? 

It varies by service type, but it is usually an 
outcome (such as getting a welfare recipient 
a job) or at least an event that generally 
predicts and outcome. Example acquiring a 
GED. This is not self sufficiency but is a 
recognized step in that direction. 

Performance is a combination of output, 
effectiveness and efficiency measures. 
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Question San Diego County New York City 
Are performance based 
contracts used for all 
contracts, certain types of 
services, or at the discretion 
of the contracting agency? 

It is at the discretion of the division or 
agency, with their clear understanding that 
Performance Based is the preference and is 
our policy. However some services may 
have funding restrictions which require cost 
reimbursement, or they are in the final year 
of a multiple year cycle or the services may 
be new and unpredictable. 

Performance contracts are used only where 
appropriate.  While strongly encouraged, it is 
at the discretion of the agency. 

What were the critical 
processes or issues that made 
for successful implementation 
of your performance based 
contracting? 

Staff Training, Contractor Training and 
willingness to accept new contracting 
method 

NYC contracts with a very wide range of not-
for-profits, from large entities with annual 
budgets in excess of a hundred million dollars, 
who serve thousands of clients throughout the 
year, to small neighborhood-based groups 
with a couple of staff people who run an arts 
and crafts program serving a few dozen kids 
during the summer.  Indeed, there are agency 
programs that select vendors of both types to 
provide services under the same overall 
program.  But one size does not necessarily fit 
all from the standpoint of PBC accountability.  
A key issue in determining success (or in 
identifying sources of resistance) is whether 
the provider community has the capacity -- 
e.g., sophisticated accounting systems, 
automated client tracking systems, etc. -- to 
document results and succeed with a PBC 
contract.  Even larger organizations 
sometimes have difficulty in this environment 
when it results in significant cash flow issues, 
as many of these groups are very thinly 
capitalized and have few reserves.  
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Question San Diego County New York City 
What were the primary 
problems in implementing 
performance based 
contracting?  Staff training, 
identification of performance 
measures, vendor resistance, 
etc.  What did you do to 
resolve the problems? 

No Response While our record is improving, the City has 
had difficulty for years managing to complete 
contract processing on time each year, so that 
new contracts can be registered (available for 
payment) at or before the old ones run out.  
The consequence of these delays in processing 
is that many client services programs are 
forced to wait months at the beginning of each 
new contract cycle before they can receive 
payment.  When payment must also await 
documentation of specific performance goals, 
some of which by definition require that 
substantial services be rendered before the 
milestones are achieved, the resulting cash 
flow strains can be self-defeating to the City's 
overall goal of encouraging high quality 
performance.   

How well was the change 
accepted by the vendors and 
agency staff? 

Mixed reactions, however, positive overall. It was a learning process over time for both 
the City agencies and the vendor community, 
in particular human services vendors who had 
historically be paid exclusively based on line-
item budget reimbursement.   

What happens if a contractor 
does not meet the 
performance criteria in the 
contract? 

Did not receive payments for paypoints.  
Other options include requiring contractor 
to submit performance improvement plans, 
contract termination, and or re-competition. 

It depends on the parameters of PBC written 
into the contract (e.g., imposition of liquidated 
damages; reduction in contracted fee/service; 
et. al.)    In addition, the agency may request a 
corrective action plan from the contractor and 
or may take no action to renew the contract, if 
applicable. 
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Question San Diego County New York City 
Is the performance criteria 
also part of the selection 
criteria? 

No response Selection criteria, which are in general - 
quantity and quality of successful relevant 
experience, organizational capability and  
quality of the proposed technical approach -  
are separate from  performance criteria.   
However, for a contract that will be 100% 
performance based a proposer may be  
requested to demonstrate their successful 
experience in performing on a 100% PBC 
contract and to demonstrate their financial 
capability to work under such a payment 
structure. 

What areas still need 
improvement and what 
actions are you taking to 
maintain and improve 
performance based 
contracting? 

Education of techniques and application to 
more programs 
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